CALIFORNIA PUBLIC EMPLOYEES' RETIREMENT SYSTEM
STATEMENT OF INVESTMENT POLICY

FOR
REAL ASSETS

July 1, 2011

This policy is effective immediately upon adoption and supersedes all previous Real
Estate and Inflation-Linked Asset Class policies.

PURPOSE

The California Public Employees’ Retirement System (“CalPERS”) Total Fund
Statement of Investment Policy, adopted by the CalPERS Investment Committee
(“Committee”), sets forth CalPERS overarching investment purposes and
objectives with respect to all its investment programs.

This document sets forth the investment policy (“Policy”) for the Real Assets
Program (“Program”), consisting of the following component programs:

A. Attachment A — Real Estate

B. Attachment B — Infrastructure Program
C. Attachment C — Forestland Program

The design of this Policy ensures that investors, managers, consultants, and
other participants selected by CalPERS take prudent and careful action while
managing the Program. Additionally, use of this policy assures sufficient
flexibility in managing investment risks and returns associated with the Program.

Only the Committee has authority to waive any provision of this Policy, including
its Attachments reflecting the component programs.
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Il. STRATEGIC OBJECTIVE AND ROLE

A. The strategic objective of the Program is to provide long horizon income
return that is less sensitive to inflation risk.

B. The strategic role of the Program is to meet a real rate-of-return of 4
percent, after fees.

II. RESPONSIBILITIES

A. CalPERS Investment Staff (“Staff”) is responsible for the following:

1. All aspects of portfolio management including monitoring,
analyzing, and evaluating performance relative to the appropriate
benchmark.

2. Reporting to the Committee quarterly and more frequently if

needed about:

a. The performance of component programs compared to the
respective benchmarks; and,

b. Actual Program allocations compared to Policy targets and
ranges.
3. Monitoring the implementation of, and compliance with, the

Policy. Staff shall report concerns, problems, substantial
changes, and all violations of Guidelines and Policies at the next
Committee meeting. All events deemed materially important will
be reported to the Board immediately. These reports shall include
explanations of any violations and appropriate recommendations
for corrective action.

4. Specific responsibilities for each component program are detailed
in the appropriate attachment.

B. The responsibilities of component program Board consultants, who report
directly to the Committee, are specified in the Role of Private Asset Class
Board Investment Consultants Policy.

C. The General Pension Consultant is responsible for:
Monitoring, evaluating, and reporting quarterly, to the Committee, on the

performance of the Program relative to the strategic role, component
program benchmarks, and Policy.
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For component programs that are managed by an External Manager
(“Manager”), the Manager is responsible for aspects of portfolio
management as set forth in each Manager’'s contract with CalPERS and
shall fulfill the following duties:

1. Communicate with Staff as needed regarding investment strategy
and investment results.

2. Monitor, analyze, and evaluate performance relative to the agreed
upon benchmark.

3. Cooperate fully with CalPERS Staff, Custodian, and component
program consultants concerning requests for information

4. Specific responsibilities of each component program Manager are
detailed in the appropriate attachment.

V. BENCHMARK

A.

The benchmarks for the component programs are specified in the
Benchmark Modification and Benchmark Details Policy.

V. INVESTMENT APPROACHES AND PARAMETERS

A.

Real Assets Program Allocations

Program allocation targets and ranges are listed in Table 1 below.
Allocations are expressed as a percentage of the market value of the
CalPERS Total Fund.

Table 1: Program Allocations

Component Target* Range*

Real Estate 10.0% 7.0% - 13.0%
Infrastructure 2.0% 1.0% — 3.0%
Forestland 1.0% 0.0% — 2.0%
Real Asset Class 13.0% 8.0% — 18.0%

* Percentage of the CalPERS Fund.

. Specific investment approaches and parameters for each component

program are detailed in the appropriate attachment.
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VI. CALCULATIONS AND COMPUTATIONS

Specific descriptions of each component program calculations and computations
requirements are detailed in the appropriate attachment.

VIl.  GLOSSARY OF TERMS

Key words used in this policy are defined in CalPERS Master Glossary of Terms.

Real Assets Program

Approved by the Policy Subcommittee: April 11, 2011
Adopted by the Investment Committee: May 16, 2011
Policy Effective: July 1, 2011

The following attachments were previously individual policies or component
programs of individual policies and are now consolidated into the Real Assets
policy. The dates below reflect the revision history for each document.

Attachment A — Real Estate Program

Approved by the Policy Subcommittee: April 17, 2009
Adopted by the Investment Committee: June 15, 2009
Admin changes due to adoption of Benchmark Policy: October 30, 2009
Approved by the Investment Committee: April 19, 2010
Agricultural Land Real Estate Program
Approved by the Policy Subcommittee: August 11, 1999
Adopted by the Investment Committee: November 13, 2000
Revised by the Policy Subcommittee: June 11, 2004
Adopted by the Investment Committee: August 16, 2004
Attachment B — Infrastructure
Approved by the Policy Subcommittee: June 16, 2008
Adopted by the Investment Committee: August 18, 2008
Revised by the Policy Subcommittee: November 16, 2009
Approved by the Investment Committee: December 14, 2009
Revised by the Policy Subcommittee: April 19, 2010
Approved by the Investment Committee: May 17, 2010
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Attachment C — Forestland

Timber Real Estate

Approved by the Policy Subcommittee: August 12, 1998
Adopted by the Investment Committee: Sept. 14, 1998
Revised by the Policy Subcommittee: October 6, 2000
Approved by the Investment Committee: November 13, 2000
Revised by the Policy Subcommittee: December 14, 2001
Approved by the Investment Committee: December 17, 2001
Revised by the Policy Subcommittee: December 10, 2004
Approved by the Investment Committee: February 14, 2005
Name changed to Forestland Program
Revised by the Policy Subcommittee: December 14, 2007
Approved by the Investment Committee: February 19, 2008
Revised by the Policy Subcommittee: April 19, 2010
Approved by the Investment Committee: May 17, 2010
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CALHFORNIAPUBHC EMPLOYEES  REHREMENT-SYSTEM
STHATFEMENTOFNVESTMENTPOHICY

FOR
REAL ESTATE_LPROGRAM

l. PURPOSE

This attachment to the Real Assets Policy sets forth the investment policy
(“Policy”) for the Real Estate Investment Portfolio (“Portfollo”)lhe—GaLP-ER%—ﬁetal

| 1. STRATEGIC OBJECTIVE_LAND ROLE

A. In_addition to strategic objectives described in the Real Assets Policy,
section ., tFhe Portfolio shall be managed,—censistent—with-—CalPERS
Selmelop e sopmalbills ae ool ol e e Do el Lo bme Dledeusnonn]
of-lnvestment-Peliey, to accomplish the following:

1A. Provide a low correlation to equities indiversification-te the overall
CalPERS Investment Portfolio;

2B. Generate stable cash vields primarilyattractiverisk-adiusted-rates
ofreturn for CalPERS; and,
3C. Provide a hedge against inflation.
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B. As the equity allocation in the overall CalPERS Investment Portfolio is

high and the risk contribution from equities is _higher, the role of Real
Estate in the overall CalPERS Investment Portfolio will be stable income

oriented, moderately levered, low risk, and low correlation with equities.
To fulfill this role, Real Estate will have ownership risk in real properties
with stable cash vyields. The major driver will be income, of which the

majority will be cash vield. Real Estate is also a partial inflation hedge.

II. RESPONSIBILITIES

A. In_addition to responsibilities described in the Real Assets Policy, section
lll., CalPERS Investment Staff (“Staff”’) is also responsible for the

following:

21 Reporting to the Committee no less than quarterly, in the form of a
Quarterly Real Estate Staff Report, the following items:

a. Policy Variance. Information comparing actual Portfolio
composition versus the Policy limits and ranges for Key
Policy Parameters. This section shall include:

(1) Variances for each Key Policy Parameter;

(2) Explanations of the variances and non-compliance, if
any; and,

(3) When applicable, a” summary update of the
corrective plan and timeline to return the Portfolio to
compliance with Policy.

b. Leverage. Information listing the:

(1) Amount and the type of leverage, including recourse
and non-recourse amounts; and,

(2) Incremental changes to the recourse and non-
recourse leverage amounts.

C. Investment Activity. Information summarizing:

Q) Investment proposals under consideration;
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(2) Investment, Disposition, and Debt Financing Amounts

| (“Investment Transaction Amounts”) in due diligence;

and,

3) Investment_Transaction Amounts;—Bispesition,—and
DebtFinancing-Amounts closed during the period.

| Hkd. Strategic Plan Update. Information outlining progress

towards implementation items in the most recent Real Estate
Strategic Plan adopted by the Committee for the Portfolio.

4.2, Screening, evaluating, and approving investment proposals that
meet Real Estate Delegation Resolution authority (“Delegated
Authority”) guidelines.

5.3. Screening, evaluating, and recommending investment proposals to
the Committee that are beyond the scope of Staff's Delegated
Authority.
| 65.4. For approved transactions, negotiating investment agreements and

supervising the due diligence team in closing the investment.

| 5. In managing the Portfolio, Staff will work cooperatively with the
external resources it has retained as part of the spring-fed pool.
Their primary purpose shall be to serve as an extension of Staff.

8.6. Pursuant to Delegated Authority, Staff shall maintain an investment
process including an internal Real Estate Investment—Review
Committee (“REICIRE") aneLa#ewe%#th&GalPE%%e&#Esta{e
Consultant. Each Investment_Transaction Amount;Bispesition,and
DebtFinanecing—Ameunt in_excess of a materiality threshold

established in Delegated Authority will require an independent
fiduetary due diligence engagement providing a concurring prudent
person opinion on the merits of the transaction following a fiduciary
standard of careresulting—in—afavorable—coneurring—opinion. The

engagement is to be completed by one of the external resources in
the spring-fed pool.

B_ (] b1 ,

Copyright © 20116 by CalPERS. Reproduction of any part of this manual is permissible if reproduction
contains notice of CalPERS copyright as follows: “Copyright © 20116 by CalPERS".



- Attachment age 4 o
REAL ESTATE PROGRAM - A h A P 4 of 27

C.——The General Pension Consultant is responsible for:

Monitoring, evaluating, and reporting quarterly, to the Committee, on the
performance of the Portfolio relative to the benchmark and Policy.

D. In addition to responsibilities described in the Real Assets Palicy, section
lll., eEach manager and partner is responsible for all aspects of portfolio

management as set forth in each manager's and partner's operating
agreement or contract with CalPERS.
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V.

PERFORMANCE OBJECTIVE AND BENCHMARK

A. The performance objective of the Portfolio is to meet er-exceed-the two
benchmarks.

B. The benchmarks for the Real Estate Program areis specified in the
Benchmark Modification and Benchmark Details Policy.

INVESTMENT APPROACHES AND PARAMETERS

A. Real Estate Portfolio Allocation

The asset allocation range for the Portfolio is governed by the Real Assets
policy, section V.

o

1.

General Approach

CalPERS shall provide capital to market leading real estate
investment managers globally, with an emphasis on the United
States. As an effective partner, CalPERS will be among the
preferred choices of investment capital. This approach shall be
pursued while maintaining the structures, systems, and processes
to ensure that CalPERS principal is preserved and strategic

objectives achievedrisk-adjustedreturns-are-maximized.

Top-down strategic assessments shall identify portfolio weightings
and identify the most attractive segments of the market for
investing. Based on these assessments, Staff shall proactively
seek the most attractive investment opportunities, while maintaining
appropriate diversification.

To manage the level of risk and return in the Portfolio, assets shall
be categorized into risk classifications. Staff shall utilize investment
structures including Commingled Funds, Separate Accounts
(investment partnerships), Manager Contracts, Real Estate
Operating Companies, and Downstream Joint Ventures. The
preferred structure shall be Separate Accounts. The focus of the
Portfolio shall be in large strategic relationships. Investments may
be made in public or private debt or equity positions or other related
real estate investments.

CB. Strategic Planning

A Strategic Plan approved by the Committee shall be maintained by Staff
that sets forth CalPERS long-term objectives for investment and
management of the Portfolio. The current, approved Strategic Plan shall
be reviewed annually by Staff with results of the review reported to the
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D.

Committee. There may be situations where revisions to the Strategic Plan
are required prior to the annual review. Changes to the Strategic Plan
require Committee approval. Staff and-the Real Estate Consultant-shall
develop and present a new Strategic Plan at a minimum every five years
to the Committee. The CalPERS Real Estate Consultant (“Real Estate
Consultant”) shall review and comment.

Risk Classifications

For effective risk management, the Portfolio shall be divided into three risk
classifications: Core, Value Add, and Opportunistic. Allocations to the

sectors shall be made to achieve the strategic objectives and fulfill the role
of Real Estate in section |l. earh-a-highrate-ofrisk-adjusted-return.

Staff shall assign assets to one of the three risk classifications based on
the asset's overall risk profile after consultation with the Real Estate
Consultant. To the extent practical, individual assets shall be assigned to
the appropriate risk classification. Staff and the Real Estate Consultant
shall monitor guarterly the Portfolio’s actual weightings against the ranges
and targets.

As investments in the Opportunistic and Value Add risk classifications
mature, their characteristics may migrate towards a more Core-like profile.
Staff and the Real Estate Consultant shall monitor the Portfolio for
instances when changes in the classification of investments are
warranted. Reclassification will be made by Staff after consultation with
the Real Estate Consultant and reported to the Committee.

1. Core Risk Classification

The Core risk classification includes investments that produce a
predictable current net income yield after debt service. Typically
Core assets shall exhibit institutional qualities that are well located
within their local and regional markets and of high quality design
and construction. Core assets shall include investments located
only in Developed Markets. Core assets shall have low leverage
and generally low risk/return profiles.

Core assets shall be limited to traditional property types: Office,
Retail, Industrial, Multifamily, and Hotels. Mixed use projects
incorporating the traditional product types are also acceptable.

All Public Real Estate Securities shall be considered Core.
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Im

Value Add Risk Classification

The Value Add risk classification includes assets that have the
expectation to produce a predictable current net income yield after
debt service within a reasonable time frame, typically one to three
years. Capital investment may be required to develop, lease,
redevelop, or renovate the assets. Value Add assets may have
moderate leverage and moderate risk/return profiles.

The Value Add risk classification shall include investments located
primarily in Developed Markets. Stabilized (Core like) private
assets in Emerging Markets shall be considered Value Add.

Opportunistic Risk Classification

The Opportunistic risk classification includes assets that have the
expectation to produce substantial capital appreciation and higher
yields. Current income may be low or non-existent during the
holding period of the asset. Opportunistic investments often exist
because of inefficiencies in real estate or capital markets. The
Opportunistic risk classification shall include investments with
assets located in Developed, Emerging, and Frontier Markets.
Investments in land shall be categorized as QOepportunistic.
Opportunistic investments may have high leverage and high
risk/return profiles.

Portfolio Structure

The overall Portfolio will be comprised of two sub-portfolios, the Strategic

and Legacy Portfolios. The Strategic Portfolio will be comprised of assets
that fit the Strategic Plan. The Legacy Portfolio will be comprised of

remaining assets and shall be managed to optimization.

The Strategic Portfolio will be comprised of three sub-portfolios, the Base,
Domestic Tactical, and International Tactical Portfolios, and shall have the

following allocation range limits:

Strategic Portfolio Allocation Range Target
Base 60 to 100% 75%
Domestic Tactical 0 to 30% 15%
International Tactical 0to 15% 10%
1. Base Portfolio

The objective of the Base Portfolio is _generation of stable cash
flows within a long-term hold strategy and structure. The risk profile
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will be Core, return profile Income. It will be comprised of stabilized

high quality assets in _high quality U.S. Primary Market locations
and track the CalPERS Total Fund Portfolio in size.

) Domestic Tactical Portfolio

The objective of the Domestic Tactical Portfolio is to have a focus

on total return which includes a blend of income and appreciation
components. Individual investments may have Core, Value Add,
and Opportunistic risk profiles, but the Domestic Tactical Portfolio
as a whole will have a risk profile with a target between Core and
Value Add. The return profile will be growth. It will be comprised of
stabilized, development, and repaositioning/distressed _situation
assets in_the United States varying in size with market
opportunities.

International Tactical Portfolio

The objective of the International Tactical Portfolio is total return

through growth in emerging markets. Individual investments may
have Core, Value Add, and Opportunistic risk profiles, but the
International Tactical Portfolio as a whole will have a risk profile
with a target between Value-Add and Opportunistic. The return
profile will be income and growth. It will be comprised of stabilized
and development/repositioning ex-U.S. assets varying in size with
market opportunities.

F. Other Programs

To capitalize on trends in the real estate investment industry, the
Committee may from time to time approve other programs. Investments in
real estate assets made under these programs shall comply with all
provisions of this Policy, including diversification limits and structuring
requirements. To the extent these programs require specific policy
direction, such direction will be provided as an attachment to this Policy.

Programs that required specific _program policy attachments under

1.

previous policy or stood alone as separate policy that will nhow be

governed in full by this Policy includeAttached-hereto—are-the following

spoetieoreo s

Attachment—A——For Sale Residential and Land Development

Program_—_Existing assets will be classified as Opportunistic and
shall be managed to optimization in the Legacy Portfolio; and

Attachment-B—California Urban Real Estate (“CURE")_— EXxisting
assets will be classified as Value Add or Opportunistic in either the
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Strategic or Legacy Portfolios and shall be managed according to
the characteristics of the portfolio as classified; and,

3. Attachment-C—Public Real Estate Equity Securities_— the program

may be managed internally or externally on a passive or active
basis subject to the following parameters:

a. Passive Portfolio

(1)  Under direction of the Real Estate Unit, the passive

portfolio may be managed internally by the Global
Equities Group.

(2) Trading activity will result from the execution of
portfolio allocations made by the SIO-RA and will

occur as often as necessary to maintain the desired
positions of each security.

(3) Passive portfolios will attempt to replicate the

characteristics and performance of the benchmark
index. A benchmark index may be a subset of a
market index after screening for sufficient liquidity as
expressed by market capitalization or other criteria.

(4 The passive portfolio shall undergo reconstitution
periodically as appropriate to the type of index.

b. Active Portfolio

Real Estate Staff may select a group of external managers
for the active portfolio. Manager selection and allocations

shall be approved by the Senior Investment Officer, Real
Assets (“SIO-RA”) and Real Estate Consultant in conjunction
with the CalPERS Contracting Procedures if applicable.
Short selling strategies shall only be allowed in the domestic
portfolio by external active managers after approval of the
SIO-RA and Real Estate Consultant. Performance criteria

will be suited to the strategy and geographic mandate.

C. Permissible Investments

1 Securities that constitute the chosen benchmark
index.
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| 1.

2.

(2)  Securities which are companies in_partnership or

strategic_alliances with CalPERS in _managing and
owning real estate.

(3) Securities that are not contained in the benchmark

index but nevertheless present a niche opportunity
and provide a complement to the Portfolio.

d. Single Stock Concentration

Any security position which represents more than 5% of the
outstanding shares of that security shall be liguidated as
soon as it is cost effective to do so to avoid SEC reporting
requirements and liguidity constraints.

4. Agricultural Land Real Estate Program — EXxisting assets will be

classified as Opportunistic and shall be managed to optimization in
the Legacy Portfolio.

Diversification and Limits

The overall Portfolio shall maintain an appropriate level of
diversification to mitigate risk. Key Policy Parameters shall be
measured at the overall Portfolio level, inclusive of all risk
classifications, geographic guidelines, and-—property types, and
leverage characteristics.

Classification of investments with respect to the Key Policy
Parameters will be determined by Staff after consultation with the
Real Estate Consultant. Ranges shall be based on current Net
Assets at Fair_Market Value. The following are Key Policy
Parameters (with additional Key Policy Parameters specified in
Section X):

at. Risk Classification (Core, Value Add, Opportunistic)

The Portfolio shall have the following ranges:

Risk Classification Range
Core 7520% -
10085%
Value Add 10% - 2560%
Opportunistic 10% - 2540%

: :
Hhe %elal EStatez Stlatelgle_ II al ' S.lg'.a ©0 .'Ea”' rore-narrow
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Geographic Guidelines

CalPERS shall pursue a global real estate investment
strategy, with emphasis in the United States. The following
guidelines will apply across the Portfolio. The global
universe will be divided as follows for purposes of
delineating the geographic diversification of real estate
investments:

Region Allocation Definition
Developed 75% -100% As defined by the
Markets FTSE Global Equity
Index Series.
“Developed
Markets” is
further
bifurcated into
US and Ex-US
markets.
US 8540% - US NCREIF regions +
100960% US territoriesPuerto
Rico
y Ex-US* 0% - 2560% | Apy Jocation outside of
Investment in US market as defined
any one Ex-US above
country is
limited to 20%
of the total real
estate portfolio
Emerging 0% - 1520% As defined by the
Markets FTSE Global Equity
Index Series as
“Advanced Emerging”
or “Secondary
Emerging”
Frontier 0% - 5% Countries not defined
Markets by the FTSE Global
Equity Index Series as
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“Developed”,
“Advanced Emerging”,
or “Secondary
Emerging”

In addition, Staff and the Real Estate Consultant shall
monitor concentrations by region, country, and metropolitan
area.

o
%

Property Type

The Portfolio will have the following limits:

Limits
Office 4535%
Industrial 4535%
Retail 4535%
Multifamily 4535%
For Sale Residential and 1020%

Land Development

SeniorHousing 10%
Hotels 10%
Urban Mixed-Use 10%
Other Property Types 10%

A d4.___ Public Securities

Public Securities shall not exceed 25% of the Portfolio.

| FH. Guidelines for Non-Developed Markets Investments

1.

CalPERS Emerging Equity Markets Principles

Staff, managers, and partners shall be guided by the CalPERS
Emerging Equity Markets Principles for all real estate investments
in such countries. Staff shall report any such exposure on an
annual basis to the Committee.

United Nations Principles for Responsible Investment

For investments in Developed, Emerging, and Frontier Markets,
Staff shall make every effort to apply the United Nations Principles
for Responsible Investments.

Frontier Market Investing
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Frontier Market investing shall be allowed only if approved by the
Committee, with the following exception. Investments in individual
commingled funds which contain strategies for investing up to 10%
in Frontier Markets are permissible and are not required to be
approved by the Committee.

Interim Portfolio Limits

In order for Staff to implement the Strategic Plan and optimize the Legacy

compliance with Policy,

Portfolio during an anticipated five to seven year transition period to full

the Interim Portfolio Limits listed below will

2.

supersede the respective long-term strategic limits detailed above during
the specified time periods.

Note: For illustration purposes, the “July 1, 2015 Forward” columns in the
tables below represent the applicable long-term strategic policy limits.

1. The Strategic Portfolio shall have the following interim allocation

range limits:
Interim Allocation Range Limits
Strategic July 1, 2011 to July 1, 2013 to July 1, 2015
Portfolio June 30, 2013 June 30, 2015 Forward
Base 0 to 100% 25 to 100% 60 to 100%
Domestic 0 to 100% 0 to 60% 0 to 30%
Tactical —_—— —_—— —_——
International 0 to 30% 0 to 25% 0 to 15%
Tactical T e
The overall Portfolio shall have the following interim risk
classification range limits:
Interim Range Limits
Risk July 1, 2011 to July 1, 2013 to July 1, 2015
Classification June 30, 2013 June 30, 2015 Forward
Core 20 - 100% 50 - 100% 75 t0 100%
Value Add 0-50% 0-40% 0 to 25%
Opportunistic 0-60% 0-40% 0to 25%
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3. The overall Portfolio shall have the following interim geographic
range limits:
Interim Allocation Range Limits
_ July 1, 2011 to July 1, 2013 to July 1, 2015
Reqgion June 30, 2013 June 30, 2015 Forward
Developed Vo
Developed US | 541510005 | 7010 100% | 85 to 100%
Markets -
4, The overall Portfolio shall have the following interim Public
Securities limits:
Interim Allocation Range Limits
Public July 1,2011to | July1,2013to | Julyl,2015
Securities June 30, 2013 June 30, 2015 Forward
Public 0 to 10% 0to 7.5% 0to 5%
Securities —_—— S S

5. The overall Portfolio shall have the following Loan-to-Value (“LTV”")

limits:

Interim LTV Limits
July 1, 2011 to July 1, 2013 to July 1, 2015
Risk June 30, 2013 June 30, 2015 Forward

Classification | LTV | Portfolio | LTV | Portfolio | LTV | Portfalio

Limit Limit Limit Limit Limit Limit
Core 50% 50% 50%
Value Add 65% 60% 60% 55% 50% 50%
Opportunistic 75% 65% 50%

6. The Strateqgic Portfolio shall have the following interim Debt Service

Coverage Ratio ("DSCR”) minimum value limits:

Interim DSCR Minimum Value Limits
Strategic July 1, 2011 to July 1, 2013 to July 1, 2015
Portfolio June 30, 2013 June 30, 2015 Forward
Total Portfolio n/a 1.00 1.50
Core 1.50 1.75 2.00

Staff shall report quarterly to the Committee on actual exposures

compared to both the applicable interim limits as well as strategic long-
term limits in each category.

<J.  Quality Control
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Staff Internal Procedures Manual

Staff shall maintain an internal procedure manual (“Manual”). The
Manual will provide guidance and mandatory steps for key
procedures, risk mitigation measures, and processes in the Global
Real Estate UmtJhe%emer—Hwes%me#%@#}eer—RealJésta{e
Manual  Annually, Staff and the Real Estate Consultant shall
review the Manual to ensure the Manual is consistent with
soundbest business practices in the institutional investment
industry_and that the Real Estate Program is being managed in
accordance with the Manual. Substantive c€hanges to the Manual
require the SIO-RAE’s and Real Estate Consultant’s approval.

Due Diligence Process

Staff shall conduct and manage a due diligence process for new
Investment_Transaction,Bispesition,—and-Debt-Financing Amounts.
The Real Estate Delegation Resolution includes specific
requirements for reviews.

Process Monitoring

Staff shall maintain reports and systems to monitor transaction
processing, due diligence, and approvals to ensure timely decision
making and an effective process.

Database

Staff shall maintain information systems, including a relational
database, to provide analysis of the Portfolio’s current composition.
The systems will assist in maintaining the diversification of the
Portfolio.

Specific Risk Parameters

There are specific risks associated with investments that shall be
monitored and mitigated. Each segment of the real estate market
contains uncertainties that are unique to it.  Staff shall manage and
monitor and the Real Estate Consultant shall monitor the following major
categories of uncertainties commensurate with the expected return as an
investment proposal is considered:

Concentration Risk
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Excessive concentration of the Portfolio in a particular vintage year,
geographic location, product type, or life cycle stage will increase
the volatility and risk of the Portfolio.

2. Structural Risk

Generally, CalPERS accesses the real estate markets by providing
equity to partnerships. The terms and conditions of these
partnerships will have a material impact on the liquidity of CalPERS
capital.

3. Liquidity

Real estate is an illiquid asset class, particularly during periods of
tight credit markets. In addition, there can be illiquidity at the
partnership levels of the investment vehicle.

4, Leverage

Increasing Portfolio leverage will increase volatility, magnifying both
positive and negative changes in appreciation and depreciation.
Specific risk controls associated with leverage are detailed in
Section X.

5. Country Risk

Individual country real estate markets and financial environments
will present unique investment risks. Currency exchange rates will
impact returns. CalPERS international investments may be subject
to taxation. For emerging markets there will be a lack of reliable
and consistent real estate market information and local employment
and demographic data. Regulatory environments, legal systems,
and political systems will vary by country and may change over
time. Repatriation of capital is a risk in some countries.

6. Development Risk

Development projects have entitlement risks which require
management. Changes to the entitlement status of a parcel will
have dramatic impact on the value of an investment. Generally, the
further along in the entitlement process, the lower the risk.
Development projects also have the potential for construction cost
overruns which can impact returns of the project.

7. Hazardous Waste
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VI.

VII.

Real estate may be contaminated by hazardous materials. The
cost of clean-up and other liabilities created by environmental laws
associated with contaminated real estate may have a significant
effect on investment returns. The risk may be addressed by
conducting appropriate investigations of potential hazardous
materials contaminations in the due diligence review of the real
estate to assess environmental risk and, if it exists and mitigation is
feasible, adopting appropriate risk mitigation measures.

8. Operating Risk

Real estate investments contain a business operating risk
component. Certain property types have a greater business
operating component, such as Hotels.

CALCULATIONS AND COMPUTATIONS
A. Real Estate Valuations

Real estate valuations shall be governed by the Statement of Investment
Policy for Appraisal of CalPERS Real Estate Interests.

B. Performance Measurement

A comprehensive Real Estate Quarterly Performance Report for the
Portfolio shall be prepared by the Performance Monitoring Unit in
accordance with the Statement of Investment Policy for Appraisal of
CalPERS Real Estate Interests. The Global Real Estate Unit shall be
responsible for reviewing and providing comments to Quarterly
Performance Reports.

INVESTMENT STRUCTURES

CalPERS may invest capital for the Portfolio through a variety of legal structures,
including Commingled Funds, Separate Accounts, Manager Contracts, Real
Estate Operating Companies, and Downstream Joint Ventures. Investment
partnerships in which CalPERS invests may be structured as partnerships,
limited liability companies, corporations, or trusts. CalPERS should be a limited
liability investor in order to limit any loss to the amount of the investment.
CalPERS should possess an appropriate level of control over management of the
investment partnership.

A. Types of Structures

1. Commingled Fund Structures
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In a Commingled Fund, CalPERS is one of many investors
in an investment partnership managed by a general partner
or manager. Investor governance and control provisions for
Commingled Funds should reflect the proportion of capital
being supplied by CalPERS in relation to the capital of the
other investors.

Investments in closed end funds, open end funds, and side
by side investments are allowed.

Commingled Fund structures shall be utilized only under the
following conditions:

(1) The Commingled Fund provides access to a superior
management team; or

(2) The Commingled Fund provides access to a unique
investment strategy.

2. Separate Account Structures

a.

A Separate Account is a form of investment partnership
between CalPERS and a manager or partner. It creates a
beneficial one-on-one relationship to invest capital for the
Portfolio. The manager or partner mustshouie undertake the
fiduciary duty to perform its responsibilities solely in the
interest of CalPERS and mustshould agree to use
reasonable care and prudence in performing those
responsibilities. Staff mustshould-endeavorto implement a
strategy to align the investment interests of CalPERS and
the manager or partner in the Separate Account consistent

with the alignment of interest principles as detailed in the
Manual-—omtosipe ool oohplenne o co oo bnepl o

Based on the criteria described in Section VIII.C of this
Policy, CalPERS may enter into Separate Accounts with any
of the following types of managers or partners:

Q) Developers;

(2) Owner Operators;
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3) Real Estate Operating Companies;
4) Investment Managers; and,
(5) Emerging Managers.

Governance and control provisions for CalPERS in Separate
Accounts should be adequate to protect the interests of
CalPERS considering the amount and term of the capital
commitment of CalPERS, the size and number of the
investments in the Separate Account, the duration of the
Separate Account, and CalPERS experience and
relationship with the manager or partner. The manager or
partner may be given discretion to execute investment
transactions as long as all transactions comply with
applicable CalPERS Investment Policies and the
requirements of the Separate Account agreement.

3. Manager Contracts

a.

Manager Contracts, which are contracts between CalPERS
and a manager to accomplish a particular investment
strategy, should be used primarily for Public Real Estate
Securities investments.

Manager Contracts mustsheuld be structured to comply with
CalPERS contracting policies.

4. Real Estate Operating Company Investments

CalPERS may make strategic investments in private companies
which derive a substantial majority of revenues from real estate
activities. Operating companies are a high risk/return investment
and will be classified as Opportunisticand—should—be—priced
cmeopdlaole

5. Downstream Joint Ventures

a.

A Downstream Joint Venture is an investment partnership
between a Commingled Fund or a Separate Account (or
CalPERS directly) and one or more third parties to invest as
co-owners in real estate. Downstream Joint Ventures
increase liquidity risk by increasing the inability of CalPERS
to dispose of its investment in a timely manner and add
credit risk of potential loss due to the default of the third
party Downstream Joint Venture partner.
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b. The governance rights of CalPERS (or its Separate Account)
as well as the right to receive distributions of income and
profits should be proportionate to the amount or value of the
contributions of the Downstream Joint Venture partners.
CalPERS (or its Separate Account) should have an exit
strategy (such as a buy/sell procedure in the Joint Venture
agreement) to permit liquidation of the investment.

Legal Structures

Investment partnership agreements will utilize, to the extent practicable, a
legal structure which:

1. Limits CalPERS financial exposure; and,
2. Minimizes tax, fee, and other liabilities.
Regquired-Terms

Staff shall maintain, as part of the Manual, a standardized list of reguired
and-—recommended—or-suggested—terms to be included in investment

partnership agreements__consistent with the Alignment of Interest
Principles.

VIII.  INVESTMENT SELECTION

A.

Investment Authority

Managers and partners shall be selected by CalPERS Staff or the
Committee pursuant to Delegated Authority. The Real Estate Delegation
Resolution specifies when Committee approval of an Investment

Transaction Amount,-Bispesiion,and-BebtFinancing-Ameunt is required.

Investment Process

When Staff has Delegated Authority, the following steps are required to be
completed prlor to closing an Investment Transaction Amount;-Bispesition;

1. SIO-RAE. SIO-RAE approval is required after review by the
REICIRC;
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| i . e 4 | ltant
comments:;

3.2. __Independent Due Diligenceriductary Concurring Opinion. For

Investment Transaction Amounts in _excess of a materiality
threshold established in Delegated Authority, a~n itndependent
Fiduetary due diligence engagement is required to be performed.
In_such cases, a” written favorable concurring prudent person
opinion_on the merits of the transaction, following a fiduciary
standard of care, is required;

| 4.3. __Policy Compliance Review. The Real Estate Consultant is

required to document the transaction complies with Policy and
Delegated Authority; and,

5.4. Legal Review. For Investment Transaction Amounts in excess of a
materiality threshold established in Delegated Authority, tThe Legal
Office is required to document the transaction complies with
Delegated Authority.
C. Investment Criteria

Prospective managers and partners and investments shall be evaluated
for selection based upon, but not limited to, the following criteria:

1.

The suitability of the prospective investment strategy relative to the
Real Estate Strategic Plan.

The expected risks and returns of the investment and the
investment’s impact on the existing Portfolio’s characteristics.

The investment time horizon and potential exit strategies for
investments.

The quality, stability, integrity, and experience of the management
team.

The management team’s track record.

The leverage strategy of the proposed investment and its
compliance with CalPERS policy and the management team's track
record specifically with respect to utilization of leverage.

The ability and willingness of the organization to dedicate sufficient
resources and personnel to optimally manage CalPERS
investments.

Copyright © 20116 by CalPERS. Reproduction of any part of this manual is permissible if reproduction
contains notice of CalPERS copyright as follows: “Copyright © 20116 by CalPERS".



| REAL ESTATE PROGRAM - Attachment A Page 22 of 27

10.

11.

12.

The reasonableness of investment terms and conditions, including
provisions to align interests of the firm, the management team, and
CalPERS.

The amount of co-investment by the firm and the management
team.

The profit sharing plan of the firm.

The appropriateness of management controls and reporting
system.

The potential tax liabilities of the investment.

D. Investment Parameters

1.

Subject to the provisions of Section VIII.D.7 below, CalPERS will
not participate in private real estate investment strategies that rely
on or result in eliminating rent-regulated housing units, converting
such units to market rate units, or raising rents above regulated
levels as determined by the appropriate governing authority.

This Section is intended to prevent the displacement of low-income
or workforce households in rent regulated units. However, this
Section is not intended to prohibit investment in strategies that
create new, or redevelop existing rent-regulated housing units,
including, without limitation, strategies that include demolition of
existing rent-regulated housing units, provided that:

a. Any rent-regulated housing units that are demolished as part
of such investment or project are replaced with new rent-
regulated housing units.

b. Any persons lawfully residing in rent-regulated units who are
displaced as a result of such strategies receive relocation
benefits in accordance with relocation requirements as
mandated by the local housing authority or by state or
federal relocation laws, if applicable.

This Section shall not prohibit investment in existing low income
housing tax credit or multi-family housing revenue bond financed
assets with regulatory agreements that limit, among other things,
allowable rent increases.
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4. Rent increases permitted by federal, state, or local law, regulation,
ordinance or agreement for rent-regulated properties shall be
deemed appropriate and consistent with this Policy.

5. This Section shall not prohibit lawful eviction for cause (e.qg., illegal
activity, tenant safety issues or non-payment of rent) or activities
that are necessary to carry out the creation of new or
redevelopment of existing rent-regulated housing units described in
Section VIII.D.2 above.

6. If the Staff determines that an investment manager makes
investments that are materially inconsistent with this Section, Staff
will consider all reasonably available remedies and recommend to
the Board such actions to address the violation in manner that is
consistent with the Board’s fiduciary duty, including not making any
new investments with that manager.

7. Nothing in this Section shall require the Board to take any action
that is inconsistent with the Board’s fiduciary duty.

MANAGER AND PARTNER MONITORING

Staff shall monitor and evaluate managers and partners on an ongoing basis
based on performance relative to stated objectives of the governing documents.
The financial strength of the investment management organization, the level of
client service given CalPERS, and changes within the managing organization
shall be evaluated. The continuity of personnel assigned to CalPERS
investments and overall staff turnover shall be reviewed.

LEVERAGE
Leverage may be utilized in the Portfolio to enhance returns. The increased risk
associated with higher levels of leverage shall be considered in establishing
acceptable rates of return.
A. Leverage Limitations

Leverage limits shall be imposed at the Portfolio and Risk Classification

levels. Leverage limitations shall be measured on a Loan-to-Value (“LTV”)
ratio and Debt Service Coverage Ratio (‘DSCR”) basis.
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Loan-to-Value Limits:

Risk Classification LTV Portfolio
Limit Limit
Core 5045%
Value Add 5065% 5066%
| Opportunistic 5075%

The average leverage guidelines in the table above are applicable for
each category. Individual investments within a category may exceed the
guideline. The above limitations apply to all debt, excluding Public Real
Estate Securities, in total including recourse and non-recourse debt.

The Strategic Portfolio will have a DSCRDPebt-Service-Coverage Ratiofor
the Corevisk-classification-wil-have-a minimum value of 1.50 for the total

portfolio_ and 2.00 for the Core risk classification. The Value Add and
Opportunistic risk classifications will have no minimum DSCRebt-Service

onepoge Leote

B. Leverage Structures

Interest rate structures may include fixed or variable/floating interest rates
and amortizing or non-amortizing structures. Lines of Credit secured by
the partnership or partnership assets are permissible. Hedging techniques
utilized by partners to control interest rate risk may be used including, but
not limited to interest rate swaps, interest rate caps, and collars. Prudent
use of both fixed and variable/floating interest rate structures are
appropriate in a dynamic real estate portfolio.

Leverage may be secured or unsecured and recourse or non-recourse.
Recourse debt is debt for which CalPERS has the obligation (direct or
indirect, absolute or contingent) to pay the debt to the lender. Debt that
may be recourse to a Separate Account or a Commingled Fund or a Joint
Venture but for which CalPERS has no obligation will be treated as non-
recourse debt for the purpose of this Policy.

C. Recourse Debt
1. Limitations
The total Recourse Debt Allocated shall not exceed 10% of the

lower of the current Net Asset Value or the target Net Asset Value
of the Portfolio.

2. Approval of Utilization of Recourse Debt
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Utilization of recourse debt incurred by CalPERS requires written
approval by the SIO-RAE (subject to discretion allowed by the Real
Estate Delegation Resolution).

3. Types of Recourse Debt

Two types of recourse debt are allowed: Subscription Financing
and Credit Accommodation.

a.

Subscription Financing

Subscription financing is short term financing utilized by
Separate Accounts and commingled funds to consolidate
and finance capital calls. The lender's security for
subscription financing is a pledge from CalPERS to fund the
capital calls. Subscription financing may be utilized in the
Portfolio subject to the following limitations:

{2)(1) The amount of Subscription Financing Allocated
secured by CalPERS capital commitment cannot
exceed CalPERS equity commitment;

£23(2) The Subscription Financing Outstanding
cannot be outstanding more than 12 months; and,

{43(3) The total Subscription Financing Outstanding amount
shall be included in the LTV limit calculation.

Credit Accommodation

Credit accommodation generally refers to a guaranty
executed by CalPERS whereby CalPERS agrees to pay the
debt obligation of an entity, in the event the entity fails to pay
the debt obligation. The entity will usually be a limited
partnership or limited liability company, and will be majority-
owned by CalPERS. The debt obligation that CalPERS
guarantees will be evidenced by an extension of credit (e.qg.,
loan, line of credit, or other form of credit facility) by a
financial institution to the entity. The benefit provided to
CalPERS is that the guaranty will tend to lower the
borrowing cost for the entity and should, in turn, enhance the
overall return to the real estate investment. Guarantees
become a contingent liability on the CalPERS overall
balance sheet and should be used only when they provide
economic benefit. Credit accommodation differs from credit
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D.

Reporting

enhancement in that a credit accommodation does not
derive its rating from the CalPERS Credit Enhancement
Program (CEP) rating (either implied or explicitly). In
addition, Credit Accommodation is made for an entity in
which CalPERS has an existing, or proposed, ownership
interest. Credit enhancement is the use of CalPERS balance
sheet, through the program rating, in which CalPERS has no
initial ownership interest and where CalPERS receives
explicit consideration for the enhancement.

(1) With the exception of transactions included in (2)
below, credit accommodations will not exceed 10
years from the closing of the investment.

(2) For affordable housing, workforce housing, and
community development investment transactions
financed in part with public subsidies, credit
accommodations will not exceed 30 years from the
closing of the investment.

(3)  The total Credit Accommodation Outstanding amount
shall be included in the LTV limit calculation.

Staff will report on leverage and incremental changes in leverage as part
of their responsibilities outlined in Section llI.

XI. GLOSSARY OF TERMS

Key words used in this Policy are defined in CalPERS Master Glossary of

Terms.

XH—PREVHIOUS REAL ESTATE PORH-OLHOPOLICGIES

E-Core Retall-Real Estate
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G-Equity-Real Estate
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